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SECURITIES  AND  EXCHANGE 
COMMISSION 

[17  CFR  Parts  211, 229, 240, 249] 

Statement  of  Management  on  Internal 
Accounting  Control 

AOENCY:  Securities  and  Exchange 

Commission. 

action:  Proposed  rules. 

summary:  Since  the  enactment  of  the 
Foreign  Corrupt  Practices  Act  of  1977, 
interest  in  the  effectiveness  of  internal 
accounting  controls  has  been  enhanced. 
To  provide  information  about  the 
efl’ectiveness  of  systems  of  internal 
accounting  control,  the  Commission  is 
proposing  for  comment  rules  which 
would  require  inclusion  of  a  statement 
of  management  on  internal  accounting 
control  in  annual  reports  on  Form  10-K 
filed  with  the  Commission  under  the 
Securities  Exchange  Act  of  1934,  and  in 
annual  reports  to  security  holders 
furnished  pursuant  to  the  proxy  rules. 
The  Commission  also  is  proposing  that 
such  statement  be  examined  and 
reported  on  by  an  independent  public 
accountant. 

DATES:  Comments  should  be  received  by 
the  Commission  on  or  before  July  31. 
1979. 

ADDRESS:  Comments  should  be 
submitted  in  triplicate  to  George  A. 
Fitzsimmons,  Secretary,  Securities  and 
Exchange  Commission,  500  North 
Capitol  Street,  Washington.  D.C.  20549. 
Comment  letters  should  refer  to  File  No. 
S7-779.  All  comments  received  will  be 
available  for  public  inspection  and 
copying  in  the  Commission’s  Public 
Reference  Room,  1100  L  Street,  N.W., 
Washington,  D.C.  20549. 

FOR  FURTHER  INFORMATION  CONTACT: 
James  J.  Doyle,  (202-472-3782),  Office  of 
the  Chief  Accountant  Securities  and 
Exchange  Commission,  500  North 
Capitol  Street  Washington,  D.C.  20549. 
SUPPLEMENTARY  INFORMATON:  The 
Seciuities  and  Exchange  Commission  is 
proposing  for  public  comment 
amendments  to  Form  10-K  (17  CFR 
249.310);  Regulation  14A  (17  CFR 
240.14a-l  et  seq.);  and  Regulation  S-K 
(17  CFR  229.20).  The  proposed 
amendments,  if  adopted,  would  require 
inclusion  of  a  statement  of  management 
on  internal  accoimting  control  in  Forms 
10-K  and  in  annual  reports  to  security 
holders  furnished  pursuant  to  Rule  14a-3 
(17  CFR  240.14a-3).  To  standardize  the 
disclosure  requirements,  the  information 
to  be  included  in  the  statement  of 
management  on  internal  accounting 
control  would  be  specified  in  proposed 
new  Item  7  of  Regulation  S-K, 


The  amendments  are  proposed  to  be 
adopted  in  two  stages.  As  of  dates  after 
December  15, 1979,  and  prior  to 
December  16, 1980,  for  which  audited 
balance  sheets  are  required,  the 
statement  of  management  oti  internal 
accounting  control  would  be  required  to 
include  the  following: 

1.  Management's  opinion  as  to 
whether,  as  of  the  date  of  such  audited 
balance  sheet,  the  systems  of  internal 
accounting  control  of  the  registrant  and 
its  subsidiaries  provided  reasonable 
assurances  that  specified  objectives  of 
internal  accounting  control  were 
achieved;  and 

2.  A  description  of  any  material 
weaknesses  in  internal  accounting 
control  communicated  by  the 
independent  accountants  of  the 
registrant  or  its  subsidiaries  which  have 
not  been  corrected,  and  a  statement  of 
the  reasons  why  they  have  not  been 
corrected. 

For  periods  ending  after  December  15, 
1980,  for  which  audited  statements  of 
income  are  required,  the  statement  of 
management  on  internal  accounting 
control  would  be  required  to  include 
management's  opinion  as  to  whether,  for 
such  periods,  die  systems  of  internal 
accounting  control  of  the  registrant  and 
it  subsidiaries  provided  reasonable 
assurances  that  the  specified  objectives 
of  internal  accoimting  control  were 
achieved.  In  addition,  the  statement  of 
management  on  internal  accoimting 
control  would  be  required  to  be 
examined  and  reported  on  by  an 
independent  public  accountant  for  such 
periods. 

Thus,  initially  the  management 
opinion  which  would  be  required  would 
extend  only  to  conditions  existing  as  of 
the  balance  sheet  date,  and  the 
statement  of  management  would  not  be 
required  to  be  examined  and  reported 
on  by  an  independent  accountant  There 
would  be  a  speciHc  disclosure 
requirement  relating  to  any  material 
weaknesses  in  internal  accounting 
control  communicated  by  the 
independent  accountants  which  have 
not  been  corrected. 

After  the  initial  stage,  the 
management  opinion  which  would  be 
required  would  extend  to  conditions 
which  existed  during  the  periods  for 
which  audited  statements  of  income  are 
required,  and  the  statement  of 
management  would  be  required' to  be 
,  examined  and  reported  on  by  an 
independent  public  accountant. 

I.  Background  and  Basis  for  Proposed 
Rules 

In  December.  1977,  Congress  enacted 
the  Foreign  Corrupt  Practices  Act  of 


/  Proposed  Rules 


1977  C'FCPA”).’  Among  other  things,  the 
FCPA  requires  that  issuers  subject  to  the 
registration  and  reporting  provisions  of 
the  Securities  Exchange  Act  of  1934,  as 
amended,  devise  and  maintain  a  system 
of  internal  accounting  control  sufficient 
to  provide  reasonable  assurances  that 

(i)  Transactions  are  executed  in 
accordance  with  management's  general 
or  speciHc  authorization; 

(ii)  Transactions  are  recorded  as 
necessary  (a)  to  permit  preparation  of 
financial  statements  in  conformity  with 
generally  accepted  accounting  principles 
or  any  other  criteria  applicable  to  such 
statements,  and  (b)  to  maintain 
accountability  for  assets; 

(iii)  Access  to  assets  is  permitted  only 
in  accordance  with  management's 
general  or  specific  authorization;  and 

(iv)  The  recorded  accountability  for 
assets  is  compared  with  the  existing 
assets  at  reasonable  intervals  and 
appropriate  action  is  taken  with  respect 
to  any  differences.* 

While  the  FCPA,  which  was  effective 
upon  enactment, ‘contains  a  specific 
statutory  requirement  that  certain 
issuers  devise  and  maintain  an  effective 
system  of  internal  accounting  control, 
the  establishment  and  maintenance  of 
such  a  system  have  always  been 
important  responsibilities  of 
management.  An  effective  system  of 
internal  accounting  control  has  always 
been  necessary  to  produce  reliable 
financial  statements  and  other  financial 
information  generated  from  the 
accounting  system,  as  well  as  to  assure 
diat  assets  and  transactions  of  the 
business  are  adequately  controlled. 

The  Commission  believes  that 
information  regarding  the  effectiveness 
of  an  issuer’s  system  of  internal 
accounting  control  may  be  necessary  to 
enable  investors  to  better  evaluate 
management's  performance  of  its 
stewardship  responsibilities  and  the 
reliability  of  interim  financial 
statements  and  other  unaudited 
financial  information  generated  from  the 
accounting  system,  and  that,  therefore. 


'Title  I  of  Pub.  L  No.  85-213  (December  19. 1977). 

*Theee  internal  accounting  control  provisions  of 
the  FCPA  are  codified  in  Section  13(b)(2)(B)  of  the 
Securities  Exchange  Act  of  1934, 15  U.S.C. 
78Bi(b)(2)(B). 

*The  Commission  discussed  the  enactment  of  the 
FCPA  in  Accounting  Series  Release  No.  242 
(Securities  Exchange  Act  Release  No.  1447a 
February  la  197a  43  FR  7752),  in  which  it  stated: 
*3ecause  the  Act  became  effective  upon  signing,  it 
la  important  that  issuers  subject  to  the  new 
requirements  review  their  accounting  procedures, 
systems  of  infernal  accounting  controls  and 
business  practices  in  order  that  they  may  take  any 
actions  necessary  to  comply  with  the  requirements 
contained  in  the  Act."  The  Commission  also 
tfiscussed  the  provisions  of  the  FCPA  in  Securities 
Extdianfe  Act  Release  No.  34-15570  (44  FR  10964), 
February  15. 1979. 
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the  proposed  rules  may  be  necessary  to 
the  interests  of  investors  and  other  users 
of  financial  information/ 

In  proposing  to  require  a  statement  of 
management  on  internal  accounting 
control,  the  Commission  is  not  setting 
forth  detailed,  prescriptive  rules  for 
control  procedures  and  techniques 
which  will  ensure  compliance  with  the 
internal  accounting  control  provisions  of 
the  FCPA.  The  Commission  believes 
diat  the  control  procedures  and 
techniques  which  will  provide  for 
compliance  with  those  provisions  must 
be  determined  in  the  context  of  the 
circumstances  of  each  issuer,  and  it  is 
the  responsibility  of  management  to 
make  those  determinations. 

As  noted  above,  the  Commission  is 
proposing  that,  for  periods  ending  after 
December  15, 1980,  for  which  audited 
statements  of  income  are  required,  the 
statement  of  management  on  internal 
accounting  control  be  examined  and 
reported  on  by  an  independent  public 
accountant  Because  of  the  independent 
public  accountant’s  expertise  with 
respect  to  internal  accounting  control 
and  the  fact  that  internal  accounting 
control  is  integral  to  preparation  of 
hnancial  statements,  the  Commission 
believes  that  an  examination  by  am 
independent  public  accountant  of  a 
statement  of  management  on  internal 
accounting  control  would  result  in 
increased  reliability  of  such  a  statement 
It  should  be  emphasized,  however,  that 
the  independent  accountant’s 
responsibility  will  be  more  limited  than 
that  of  management  The  responsibility 
for  complying  with  the  substantive 
internal  accounting  control  provisions  of 
the  FCPA,  as  well  as  with  the  disclosure 
requirements  of  these  proposed  rules, 
rests  with  the  issuer  and  its 
management  ^ 

The  Commission  notes  that  increasing 
attention  recently  has  been  focused  on 
the  need  for  a  “management  report’’ 
directed  to  management  responsibilities 
for  hnancial  reporting.  The  principal 
initiative  in  this  regard  was  taken  by  the 
Cohen  Commission,  which 
recommended,  among  other  things,  that 
companies  include  with  the  financial 
statements  a  report  that  acknowledges 


*Tbc  CommiMion  on  Auditor'*  Reaponsibillties 
(“Cohen  CommiMion")  concluded  that  uaer*  of 
financial  information  are  intereated  in  whether 
controls  are  adequate  to  reduce  the  risk  of  loM  of 
assets  through  unauthorised  um  or 
misappropriatioo  and  to  produce  reliable  fttwirial 
informatioa  and  that  users  may  need  to  be 
informed,  as  part  of  adequate  (Lsclosure.  about  the 
condition  of  controls.  Sea  the  Commission  on 
Auditor's  Responsibilities:  Iteport  Conclusions, 
and  Recommendations"  (1978)  (hereinafter  dted  as 
“Cohen  CommiMion  Report"),  p.  55.  See  also  M.  V. 
Brown,  "Auditors  and  Internal  Controls:  An 
Analy-Jt's  View,"  CPA  Journal  47  (September,  1977). 
pp.  27-31. 


management’s  responsibilities  with 
respect  to  the  financial  information 
reported.*  The  Financial  Executives 
Institute  (“FEI’’)  responded  to  the  Cohen 
Commission’s  recommendation  by 
endorsing  the  furnishing  of  a 
management  report  and,  in  June  1978, 
issued  suggested  guidelines  for 
preparation  of  a  management  report. 
Those  guidelines  generally  follow  the 
recommendations  of  the  Cohen 
Commission.  In  addition,  the  American 
Institute  of  Certified  Public  Accountants 
(“AICPA“)  formed  the  Reports  by 
Management  Special  Advisory 
Committee,  consisting  of  financial 
executives,  attorneys,  a  financial 
analyst,  and  other  users  of  financial 
information,  to  consider  the  Cohen 
Commission's  recommendations 
pertaining  to  management  reports  and  to 
develop  guidance  on  matters  that  should 
be  included  in  a  management  report  In 
December  1978,  the  Reports  by 
Management  Special  Advisory  ’ 
Committee  issued,  for  public  comment  a 
reimrt  of  its  tentative  conclusions  and 
recommendations.* 

The  Cohen  Commission’s  report  the 
FEI  guidelines,  and  the  AICPA  Special 
Advisory  Committee’s  tentative  report 
each  contain  the  suggestion  that  a 
management  report  include  an 
assessment  of  the  company’s  system  of 
internal  accounting  control  *T1^  aspect 
of  a  management  report  has  received 
significantly  more  attention  than  any 
oAer,  in  large  part  as  a  result  of  the 
enactment  of  the  FCPA. 

It  should  be  noted  that  the 
management  statement  which  the 
Commission  is  proposing  today  does  not 
involve  matters  other  than  internal 
accounting  control  that  might  be 
included  in  a  management  report  The 
Commission  intendis  to  follow  closely 
the  further  initiatives  of  the  private 
sector  and  will  consider  the  need  to 
propose  additional  rules  relating  to  such 
other  matters.  In  the  meantime,  the 
Commission  encourages  issuers  to 
provide  meaningful  disclosure  regarding 
management  responsibilities.  At  this 


*Coh«n  Commission  Report  See  genersily  pp.  7S- 

sa 

*TeaUtivB  Conclusions  and  Recommendations  of 
the  Reports  by  Management  Special  Advisory 
Committee.  AICPA.  December  8, 1978. 

*The  example  of  a  management  representation 
regarding  asseaament  of  the  company's  system  of 
internal  accounting  control  eontained  In  tte 
tentative  report  of  the  Reports  by  Management 
Special  Advisory  Committee  is  limited  to  "errors  or 
Irregularities  that  could  be  material  to  the  financial 
statements"  (A£  at  p.  5.).  As  discussed  herein, 
neither  the  internal  accounting  control  provisions  of 
the  FCPA  nor  the  representaUcms  which  would  be 
required  in  the  proposed  statement  of  management 
on  internal  accounting  control  are  so  limited.  See 
oIbo  Securities  Excha^  Act  RelesM  Na  15570, 
mpra^  n.3. 


time,  however,  the  Commission  is 
proposing  to  require  only  the  more 
limited  management  statement 
discussed  and  set  forth  below. 

n.  Discussion  of  Proposed  Rules 

A.  Management  Opinion  -  » 

Proposed  Item  7(a)  of  Regulation  S-4C 
would  require  a  statement  of 
management’s  opinion  as  to  whether,  as 
of  any  date  after  December  15, 1979,  and 
prior  to  December  16, 1980,  for  which  an 
audited  balance  sheet  is  required,  and 
for  periods  ending  after  December  15, 
198^  for  which  audited  statements  of 
income  are  required,  the  systems  of 
internal  accounting  control  of  the 
registrant  and  its  subsidiaries  provided 
reasonable  assurances  that 

1.  Transactions  were  executed  in 
accordance  with  management’s  general 
or  sfiecific  authorization: 

2.  'Transactions  were  recorded  as 
necessary  (a)  to  permit  preparation  of 
financial  statements  in  conformity  ivith 
generally  accepted  accounting  principles 
(or  other  applicable  criteria),  and  (b)  to 
maintain  accountability  for  assets: 

'  3.  Access  to  assets  was  permitted  only 
in  accordance  with  management’s 
general  or  specific  authorization:  and 

4.  The  recorded  accoimtability  for 
assets  was  compared  with  the  existing 
assets  at  reasonable  intervals  and 
appropriate  action  was  taken  «vith 
res];)ect  to  any  differences. 

1.  Objectives  of  Internal  Accounting 
Control  Proposed  Item  7(a)  is  based 
upon  the  broad  objectives  of  internal 
accounting  control  stated  in  the  FCPA. 

In  this  regtuti  the  Commission 
recognizes  that  systems  of  internal 
accounting  control  must  be  designed  to 
fit  individual  circumstances.  Numerous 
factors,  such  as  the  types  of  products  or 
services  provided,  types  of  customers, 
degree  of  centralization,  and  methods  of 
data  processing,  will  affect  the  choice  of 
control  procedures  that  may  be 
necessary  or  appropriate  to  achieve  the 
broad  control  objectives.  Consequently, 
it  is  not  practicable  to  prepare  a 
comprehensive  list  of  internal 
accounting  control  procedures,  nor  is  it 
possible  to  pre|;>are  a  list  of  certain 
internal  accounting  control  procedures 
which  would  be  appropriate  for  all 
organizations. 

2.  Internal  Accounting  Controls.  The 
Commission  believes  that  it  is  important 
to  emphasize  that  the  scope  of  internal 
accounting  control  cannot  be  defined  in 
terms  of  types  of  control  procedures  or 
in  terms  of  organizational  or  functional 
departments.  Any  factors  within  an 
organization  which  affect  the 
acUevement  of  the  objectives  of  internal 
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accounting  control  must  be  considered 
in  evakieting  the  effectiveness  of  a 
system  of  internal  accounting  control, 
and  may  often  indude  factors  which 
also  are  concerned  with  what  the 
authoritative  auditing  literature  defines 
as  Vadministrative  control.”* 

In  this  connection,  the  AICPA’s 
Special  Advisory  Committee  on  Internal 
Accounting  Control  emphasized  the 
importance  to  the  effectiveness  of 
systems  of  internal  accounting  control  of 
factors  in  addition  to  specific  internal 
accounting  control  procedures. 

The  internal  accounting  control 
environment  established  by  management  has 
a  significant  impact  on  the  selection  and 
effectiveness  of  a  company’s  accounting 
control  procedures  and  tedmiques. 

The  control  environment  is  shaped  by 
several  factors.  Some  arc  clearly  visible,  like 
a  formal  corporate  conduct  poli^  statement 
or  an  internal  audit  functxui.  Some  are 
intangible,  like  the  competence  and  integrity 
of  personnel.  Some,  like  organizational 
structure  and  the  way  in  which  management 
communicates,  enforces,  and  reinforces 
policy,  vary  so  widely  among  companies  that 
they  can  be  contrast^  more  easily  than  they 
can  be  compared. 

Although  it  is  difficult  to  measure  the 
significance  of  each  factor,  it  is  generally 
possible  to  make  an  overall  evaluation.  The 
committee  believes  that  an  overall  evaluation 
of  a  company’s  internal  accounting  control 
environment  is  a  necessary  prelude  to  the 
evaluation  of  control  procedures  and 
techniques. 

A  poor  control  environment  would  make 
some  accounting  controls  inoperative  for  all 
intents  and  purposes  because,  for  example, 
individuals  would  hesitate  to  challenge  a 
management  override  of  a  specific  control 
procedure.  On  the  otiier  hand,  a  strong 
control  environment,  for  example,  one  %iridi 
tight  budgetary  controls  and  an  effective 
internal  audit  function,  can  have  an 
important  bearing  on  the  selection  and 
effectiveness  of  specific  accounting  control 
procedures  and  techniques.* 

The  Commission  concurs  with  the 
foregoing  statements  of  the  Special 
Advisory  Committee  regarding  the 
importance  of  the  control  environment 
to  the  effectiveness  of  a  system  of 
internal  accounting  control.  'The 


'See  Statement  on  Auditing  Standards  No.  1, 
AICPA  Section  320.27,  for  the  definition  of 
administrative  control.  That  statement  also 
recognises,  at  Section  320.29.  that  administrative 
controls  and  accounting  controls  ate  not  mutually 
exclusive. 

'Tentative  Report  of  the  Special  Advisory 
Committee  on  Internal  AccounUng  Control  AiCPA 
September  15, 1978  (hereinafter  cited  as  ‘Tentative 
Reporf*).  p.  9.  See  generally  pp.  9-12  for  a 
discussion  of  the  control  environment.  The  ^>ecial 
Advisory  Committee  was  formed  to  develop  criteria 
for  evaluating  internal  accounting  controls.  The 
Tentative  Report  was  issued  to  solicit  comments 
from  interested  parties  and.  thus,  is  not  the  final 
work  produrt  of  the  Special  Advisory  Committee 
The  Spedal  Advisory  Committee  plans  to  issue  a 
final  repcrt  in  the  near  future. 


CommisaifHi  also  agrees  diat  in  addition 
to  the  overall  importance  of  an 
environment  which  provides  a  high  level 
of  control  consciousness,  individual 
environmental  factors,  such  as  strong 
budgetary  controls  and  an  effective, 
objective  internal  audit  function,  can 
contribute  directly  to  achievement  of 
internal  accounting  control  objectives 
and  must  be  considered  in  evaluating 
whether  reasonable  assurance  of 
achievement  of  such  objectives  is 
provided. 

3.  Reasonable  Assurance.  Like  the 
speciHed  objectives  of  internal 
accoimting  control,  the  phrase 
“reasonable  assurance”  is  contained  in 
the  FCPA.  The  concept  of  reasonable,  as 
opposed  to  absolute,  assurance  is 
incorporated  in  the  proposed  rules  in 
recognition  that  it  is  not  in  the  interest 
of  shareholders  for  the  cost  (rf  internal 
accounting  control  to  exceed  the 
benefits  thereoL  Such  benefits,  and  in 
many  cases  such  costs,  are  not  likely  to 
be  precisely  quantifiable.  Therefore, 
many  decisions  on  reasonable 
assurance  will  necessarily  depend  in 
part  on  estimates  and  judgments  by 
management  which  are  reasonable 
under  the  circumstances. 

Ck)n8iderati<m  d  the  benefits  of 
internal  accounting  controls  generally 
will  involve  some  degree  of  estimation 
of  the  possible  effects  and  the  likelihood 
of  occurrence  of  various  future 
conditions  and  events.  In  addition,  the 
benefits  to  be  considered  often  may 
include  not  only  quantitative  benefits, 
such  as  reduction  in  exposure  to  theft  of 
assets,  but  also  qualitative  benefits, 
such  as  the  reputation  of  the  company 
and  its  management.  For  example,  the 
benefits  to  be  considered  in  connection 
with  evaluating  controls  intended  to 
prevent  bribes  and  other  illegal 
payments  cannot  be  meausured  solely 
by  the  amounts  of  such  payments  which 
might  be  prevented.  Rather,  as  the 
Commission  repeatedly  has 
mnphasized, "  Ae  relationship  between 
such  illegal  payments,  and  other 
questionable  activities — whether  or  not 
the  amounts  are  significant — and  the 
reputation  of  the  company  and  integrity 
of  its  management  is  a  significant 
benefit  to  be  considered.  The 
Commission  recognizes  that  placing  a 
value  on  such  qu^tative  factors  will 


"Sm  generally  Report  of  the  Securities  and 
Exchange  Commiaaion  on  Queationable  and  Illegal 
Payments  and  Practices  Sabmitted  to  the  Committee 
on  Banking.  Housing  and  Urban  Affoirs,  United 
States  Senate  (May  12. 197B);  Also  see,  e.g..  S.E.C.  r. 
Sharon  Steel  Corporation,  Gail  No.  77-1631 
(D.CJXC,  Septeii^  2a  1977)  and  S.E.C  v.  Ormand 
Industriet,  Inc..  Chrii  No.  77-0790  (D.CD.C.,  May  9, 
»977). 


almost  invariably  involve  judgments  by 
management 

Many  managements  may  decide  that 
it  is  desirable  to  discuss  in  the  statement 
on  internal  accounting  control  the 
concept  of  reasonable  assurance  and  the 
extent  to  which  decisions  on  reasonable 
assurance  depend  on  management 
estimates  and  judgments.  Some  may 
believe  that  such  a  discussion  is 
essential  for  informed  use  of  the 
statement.’*  Comments  are  requested  on 
whether  such  a  discussion  should  be 
required  in  all  statements  of 
management  on  internal  accounting 
control. 

The  Commission  recognizes  that  there 
are  Bmitations  upon  the  efiectiveness  of 
any  system  of  internal  accounting 
control.’* However,  limitations  upon  the 
effectiveness  of  a  system  of  internal 
accounting  control  do  not  limit  the 
responaiblility  of  registrants  to  maintain 
a  system  of  internal  accounting  control 
which  provides  reasonable  assurances 
that  the  objectives  of  internal 
accounting  control  are  achieved.  Indeed, 
the  fact  diat  errors  may  arise  as  a  result 
of  human  frailties,  that  systems  of 
internal  accounting  control  may  be 
circumvented  as  a  result  of  collusion  or 
overridden  by  management,  ’*  and  that 
changes  in  conditions  may  require 
changes  in  control  procedures, 
mandates  ongoing  review  and 
monitoring  of  any  internal  accounting 
control  system  if  such  reasonable 
assurance  is  to  be  provided. 

4.  Evaluation  of  Internal  Accounting 
Controls — a.  Conceptual  Elements.  The 
Commission  believes  that  specific 
methods  of  approaching  and 
implementing  evaluations  of  systems  of 
internal  accounting  control  will  vary 
from  company  to  company.  Accordingly, 
the  proposed  rules  do  not  specify  the 
method  of  or  procedures  to  be 
performed  in  an  evaluation  of  internal 
accounting  control. 

However,  the  Commission  believes 
that  evaluations  by  managements  of 
systems  of  internal  accoimting  control 
should  encompass  certain  omceptual 


”  The  Cohen  Conuniuion'i  example  of  a 
manasement  report  inchidae  such  a  diacuasion.  See 
Cohen  Commiaaion  Report  p.  7B. 

*'  LinuUMona  of  intarnal  accoontfaig  control  are 
diacuaaed  in  Statement  on  Auditing  Standards  No. 
1.  AlCPA  Secton  32a4. 

■•In  this  regard,  in  February  M79  the  Commission 
adopted  Regulation  13B-2,  which  expresely 
prohifaits  the  folsifiction  td  corporate  books, 
records,  or  accounts  and  prohibila  the  officers  and 
directors  of  an  )»#uer  from  making  false,  misleading 
or  incomplete  <n<»t,.v,Ants  to  any  accountant  in 
connection  wim  audit  or  examination  of  the 
issuer's  finan<'>.> '  -  -ements  or  the  preparation  of 

required  repu'-'5  ‘'eo  Securities  Exchange  Act 
Release  No  '..’iS'i'  suora.,  nS. 
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elements.*^  Determination  of  whether  a 
system  of  internal  accounting  control 
provides  reasonable  assurances  that  the 
broad  objectives  of  internal  accounting 
control  are  achieved  generally  will 
involve  the  foUo%ving: 

•  First  evaluation  of  the  overall  control 
environment 

•  Second,  translation  of  the  broad 
objectives  of  internal  accounting  control  into 
specific  control  objectives  applicable  to  the 
particular  business,  organizational  and  other 
characteristics  of  the  individual  company: 

•  Third,  consideration  of  the  speciflc 
control  procedures  and  individual 
environmental  factors  which  should 
contribute  to  achievement  of  the  specific 
control  objectives; 

•  Fourth,  monitoring  of  control  procedures 
and  consideration  of  whether  they  are 
functioning  as  intended;  and 

•  Finally,  consideration  of  the  benefits 
(consisting  of  reductions  in  the  risk  of  failing 
to  achieve  the  objectives)  and  costs  of 
additional  or  alternative  controls. 

The  first  element  of  such  a 
determination  is  evaluation  of  the 
overall  control  environment.  The 
Commission  recognizes  that  such 
evaluations  will  require  a  careful 
exercise  of  management’s  judgment, 
generally  involving  consideration  of 
matters  such  as  the  organizational 
structure,  including  the  role  of  the  board 
of  directors;  communication  of  corporate 
procedures,  policies  and  related  o^es 
of  conduct;  communication  of  authority 
and  responsibility;  competence  and 
integrity  of  personnel;  accountability  for 
performance  and  for  compliance  %vith 
policies  and  procedures;  and  the  ■ 
objectivity  and  effectiveness  of  the 
internal  audit  function.  The  role  of  the 
board  of  directors  in  overseeing  the 
establishment  and  maintenance  of  a 
strong  control  environment,  and  in 
overseeing  the  procedures  for  evaluating 
a  system  of  internal  accounting  control, 
is  particularly  important  The 


'*Tlw  CommiMion  bebevn  that  the  conceptual 
elements  discuaaed  herein  alao  are  reflected  in  the 
Tentative  Report  of  the  AICPA'a  Special  Advisory 
Committee  co  Internal  Accounting  Control  (see 
Note  11,  Bupm).  The  Commission  believes  that  the 
work  of  the  Special  Advisory  Committee  should  be 
very  useful  to  managements  by  providii^  a 
framework  which  will  be  helpful  to  all  companies  in 
establishing  an  approach,  or  appraising  the 
effectiveness  of  an  existing  approach,  to  evaluate 
whether  the  Inoad  objectives  of  internal  accounting 
control  are  adiieved.  Hotvever,  the  Special 
Advisory  Committee’s  Tentative  Report  does  not 
represent  a  manual  that  can  be  followed  by 
companies  in  evaluating  their  accounting  control 
systems.  This  was  recognized  by  the  Special 
Advisory  Committee  (at  p.  8  of  the  Tentative 
Report):  ‘’fT]he  approach  to  an  evaluation  suggested 
in  this  report  is  not  the  only  way  an  evaluation  can 
be  perfonned,  and  the  criteria  included  *  *  *  are 
not  and  cannot  be  detailed  rules.  However,  the  * 
committee  believes  that  the  recommendations  in 
this  report  diould  help  management  in  its 
continuing  evaluation  and  monitoring  of  internal 
accounting  control." 


Commission  has  often  stressed  the 
importance  of  audit  committees  to 
enable  boards  of  directors  to  better 
fulfill  their  oversight  responsibilties  with 
respect  to  an  issuer’s  accounting, 
financial  reporting  and  control 
obligations.** 

A  strong  control  environment  will  not, 
in  itself,  provide  a  basis  for  reasonable 
assurance  that  the  broad  objectives  of 
internal  accoimting  control  are 
achieved.  However,  the  Conunission 
agrees  with  the  AICPA’s  Special 
Advisory  Committee  on  Internal 
Accounting  Control  that 

[ijt  is  unlikely  that  management  can  have 
reasonable  assurance  that  the  broad 
objectives  of  internal  accounting  control  are 
being  met  unless  the  company  has  an 
environment  that  establishes  an  appropriate 
level  of  control  consciousness.'* 

For  that  reason,  an  evaluation  of  the 
overall  control  environment  is  a 
necessary  first  step  in  evaluating  a 
system  of  internal  accounting  control. 

'The  second  and  third  conceptual 
elements  of  an  evaluation  of  a  system  of 
internal  accounting  control  might  be 
characterized  as  review  of  the  system. 
The  effectiveness  of  the  design  of 
control  procedures  in  place  cannot  be 
evaluated  writhout  first  relating  the 
broad  objectives  of  internal  accounting 
control  to  the  particular  circumstances 
of  a  company.  ’The  AICPA’s  Special 
Advisory  Committee  on  Internal 
Accounting  Control  found  a  transaction 
cycle  approach  a  convenient  way  to 
develop  illustrative  specific  control 
objectives  and  examples  of  specific 
control  procedures  and  techniques. 

Some  companies  might  use  a  transaction 
cycle  approach  in  reviewing  the  system; 
others  ndght  organize  a  review  of  the 
system  by  functional  area  within  the 
organization  or  use  some  other  approach 
or  combination  of  approaches. 
Regardless  of  the  way  in  which  the 
review  of  the  system  is  organized,  what 
is  important  is  that  the  specific  control 
obje^ves  appropriate  for  the  company, 
and  the  spei^c  control  procedm^s  and 
individual  environmental  factors  which 
should  contribute  to  achievement  of 
those  specific  objectives,  are  identified 
and  considered. 


'*See  Securitim  Exchange  Act  RelaaM  No.  14970 
(43  FR  31945),  July  18. 1978,  in  which  the 
Commiasioo  propoaed  rales  requiring  issuers  to 
state  whether  th^  have  an  audit  conunittee  and 
whether  it  perfonns  "customary  functions”  of  such 
committees,  and  udiich  includes  a  discussion  of 
previous  Commission  actions  regarding  audit 
committees.  The  Commission  adopted  the  proposal 
in  Securities  Exchange  Act  Release  Na  15384  (43  FR 
58522),  December  8, 1978.  after  amending  it  to 
requin  disclosura  the  functions  which  the  audit 
committee  actually  performs. 

''Tentative  Report  p.  8. 

"See  Tentative  Report  p.  12. 


The  fourth  conceptual  element  of  an 
evaluation  of  a  system  of  internal 
accounting  control  might  be 
characterized  as  monitoring  compliance 
with  control  procedures.  Management 
must  have  reasonable  assurance  not 
only  that  the  system  of  internal 
accoimting  control  is  appropriately 
designed,  but  also  that  it  is  functioning 
as  designed.  In  addition,  knowledge  that 
adherence  to  company  policies  and 
procedures  will  be  monitored  is  an 
important  element  of  an  overall  control 
environment.  Monitoring  compliance 
with  control  procedures  may  take  place 
through  observation  and  supervision 
and  through  testing  of  controls  in  effect. 
An  objective,  effective  internal  audit 
function  can  play  an  important  role  in 
monitoring  compliance. 

The  final  conceptual  element  of  an 
evaluation  of  a  system  of  internal 
accounting  control  might  be 
characterized  as  determination  of 
reasonable  assurance.  As  discussed 
previously,  determining  whether 
reasonable  assurance  of  achievement  of 
control  objectives  is  provided  often  will 
depend  in  part  on  estimates  and 
judgments  by  managements. 

b.  Documentation.  Appropriate 
documentation  is  important  to  each 
aspect  of  an  evaluation  of  internal 
accounting  control.  ’The  overall  control 
environment  often  will  be  enhanced  by 
written  policies  and  procedures, 
formalized  reporting  responsibilities 
within  the  organization,  and  written 
descriptions  of  authority  and 
responsibility.  Very  few,  if  any, 
registrants  could  perform  an  effective 
review  of  their  systems  of  internal 
accounting  control  without  documenting 
their  specific  control  objectives  and  the 
control  procedures  in  place  which 
should  contribute  to  achieving  those 
objectives.  Documentation  of  tests  of 
controls  in  effect  is  necessary  to 
determine  that  the  tests  were 
appropriately  planned  and  performed 
and  that  the  results  of  the  tests  were 
appropriately  considered.  Because  of  the 
judgmental  aspects  of  cost-benefit 
analyses,  a  record  of  the  bases  for 
management’s  conclusions  with  respect 
to  reasonable  assurance  considerations 
may  be  particulariy  important 

c.  Peiformance  of  Evaluation 
Procedures.  Because  of  the  interaction 
of  numerous  factors  both  within  and 
outside  the  organization  which  affects 
the  choice  of  control  procedures 
necessary  to  obtain  reasonable 
assurances  that  the  broad  objectives  of 
internal  accounting  control  have  been 
achieved,  control  systems  are 
necessarily  dynamic.  As  a  result  ot  this 
dynamic  nature  and  the  possiblitites 
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that  controls  may  be  circumvented  or 
overridden  and  that  compliance  with 
control  procedures  may  deteriorate, 
evaluation  of  any  system  of  internal 
accounting  control  requires  ongoing 
review  of  the  system  and  monitoring 
compliance  witti  control  procedures. 

It  should  be  emphasized  that  the 
management  opinion  which  would  be 
required  by  proposed  Item  7(a)  for 
periods  ending  after  December  15, 1980 
would  encompass  reasonable 
assurances  of  achievement  of  the  broad 
objectives  of  internal  accounting  control 
during  the  periods  for  which  audited 
statements  of  income  are  required.  The 
Commission  believes  that  effective, 
ongoing  evaluations  of  systems  of 
internal  accounting  control  often  may 
result  in  identification  of  the  need  for 
and  implementation  of  improvements  in 
a  system.  To  the  extent  that  such 
improvements  are  necessitated  by 
changing  circumstances  (including  both 
circumstances  which  affect  the  benefits 
of  controls  by  changing  the  risks  of 
failing  to  achieve  the  Imad  objectives  of 
internal  accounting  control  and 
circumstances  which  change  the  costs  of 
controls)  and  are  made  on  a  timely 
basis,  the  Commission  believes  that  they 
do  not  indicate  that  the  system  did  not 
provide  reasonable  assurances  of 
achievement  of  the  objectives  of  internal 
accounting  contnri.  In  this  connection, 
the  Commission  encourages  the  process 
of  interaction  between  r^strants  and 
their  independent  accountants  whereby 
independent  accountants  suggest  ways 
in  which  management  might  improve  its 
internal  accounting  omtrols. 

On  the  other  hand,  weaknesses  which 
have  existed  but  have  not  been 
identified  on  a  timely  basis  as  a  result  of 
inadequate  procedures  for  review  and 
monitoring  of  the  system  of  internal 
accounting  control  would  indicate  that 
the  system  did  not  provide  reasonable 
assurances  of  achievement  of  the 
objectives  of  internal  accounting  control 
throughout  the  period  and,  therefore, 
would  preclude  an  unqualified 
management  opinion  under  proposed 
Item  7(a)  for  periods  ending  after 
December  15. 1980.  Of  course,  cmy 
weaknesses  which  have  been  identified 
but  not  appropriately  corrected  also 
would  preclude  such  an  unqualified 
opinion. 

The  Commission  recognizes  that  some 
registrants  may  conclude  diat 
maintenance  of  review  and  monitoring 
procedures  which  will  be  sufficient  to 
obtain  reasonable  assurances  that  the 
objectives  of  internal  accoimting  control 
are  achieved  does  not  require 
performance  of  all  such  procedures  at 
all  locations  in  each  reporting  period. 


Because  of  the  dynamic  nature  of 
internal  accounting  control  and  the 
resultant  continuing  nature  of  the 
evaluation  process,  the  extent  and 
timing  of  the  review  and  monitoring  of  a 
system  of  internal  accounting  control 
are  among  the  cost-benefit  judgemnts 
involved  in  the  concept  of  reasonable 
assurance.  In  its  determinations 
regarding  the  need  to  take  enforcement 
action  with  respect  to  the  internal 
accounting  control  provisions  of  the 
FCPA,  among  other  things  the 
Commission  will  consider  the  nature  of 
weaknesses  in  a  system  of  internal 
accounting  control  and  efforts  to 
identify  and  correct  such  weaknesses. 

B.  "Material  Weaknesses" in  Internal 
Accounting  Control 

Proposed  Item  7(b)  of  Regulation  S-4C 
would  require  that  statements  of 
management  on  internal  accounting 
control  as  of  dates  after  December  15, 
1979  and  prior  to  December  16, 1960 
include  a  description  of  any  “material 
weaknesses"  in  internal  accounting 
control  which  have  been  communicated 
by  the  independent  accountants  of  the 
registrant  or  its  subsidiaries  which  have 
not  been  corrected  and  a  statement  of 
the  reasons  vdiy  they  have  not  been 
corrected. 

Present  auditing  standards  with 
respect  to  internal  accounting  control 
are  directed  to,  and  were  developed  in 
the  context  of,  examinations  of  financial 
statements.  Under  generally  accepted 
auditing  standards,  the  aucUtor’s 
purpose  in  reviewing  and  evaluating 
internal  accounting  control  is  not  to 
determine  whether  the  broad  objectives 
of  internal  accounting  control  have  been 
achieved,  but  rather  to  form  a  basis  for 
determining  the  scope  of  the 
examination  of  the  financial  statements. 
Under  present  auditing  standards,**  the 
responsibility  of  an  independent  public 
accountant  for  reporting  on  the  results 
of  the  review  and  evaluation  of  internal 
accounting  control  performed  in 
connection  with  an  examination  of 
financial  statements  is  limited  to 
reporting  to  management  and  the  board 
of  directors  or  audit  committee 
“material  weaknesses"  which  came  to 
the  accountant’s  attention.** 

'*Sm  Statmnent  on  Auditing  Standards  No.  20, 
AlCPA. 

"A  *Wterial  weaknaas”  is  defined  in  Statement 
on  Auditing  Standards  No.  1,  AICPA,  Section  320.68, 
as  (a]  condition  in  urhick  the  auditor  believes  the 
prt»Kribed  procedures  or  the  degree  of  compliance 
with  diem  does  not  provide  reasonable  assurance 
that  errors  or  irregularities  in  amounts  that  would 
be  material  in  the  financial  statements  being 
audited  would  be  prevented  or  detected  within  a 
timely  period  by  employees  in  the  normal  course  of 
performing  their  assigned  functions. 


The  examination  by  an  independent 
public  accountant  of  the  statement  of 
management  on  internal  accounting 
control  which  would  be  required  by 
proposed  Item  7(c)  of  Regulation  S-K 
would  be  required  initiaUy  for  periods 
ending  after  December  15, 1980.  The 
Commission  believes  it  is  appropriate  in 
the  first,  more  limited,  stage  of  the 
proposed  rules,  wherein  an  examination 
by  an  independent  public  accountant 
would  not  be  required  by  the  proposed 
rules,  to  require  disclosure  by 
management  relating  to  any  uncorrected 
“material  weaknesses"  communicated 
by  independent  accountants  as  a  result 
of  their  present  responsibilities  with 
respect  to  examinations  of  financial 
statements,  including  disclosure  of  the 
reasons  why  such  “material 
weaknesses”  were  not  corrected. 

It  should  be  noted  that  the 
independent  accountant  ivill  have 
certain  responsibilities,  including 
revision  of  his  report  on  the  financial 
statements  to  include  an  explanatory 
paragraph,  in  the  event  management 
does  not  appropriately  disclose 
uncorrected  “material  weaknesses” 
under  proposed  Item  7(b).** 

C.  Examination  by  Independent  Public 
Accountant 

Proposed  Item  7(c)  of  Regulation  S-K 
would  require  fiiat,  for  periods  ending 
after  December  15. 1980,  the  statement 
of  management  on  internal  accounting 
control  be  examined  and  reported  on  by 
an  independent  public  accountant 

Independent  public  accountants  have 
long  bMn  involved  with  internal 
accounting  control.  The  auditing 
profession's  second  standard  of  field 
work  states: 

There  is  to  be  a  proper  study  and  evaluation 
of  die  existing  internal  control  as  a  basis  for 
reliance  thereon  and  for  the  determination  of 
the  resultant  extent  of  the  t^ts  to  which 
auditing  procedures  are  to  be  restricted.** 

In  addition,  the  objectives  of  internal 
accounting  control  set  forth  in  the  FCPA, 
which  are  the  same  as  those  in  proposed 
Item  7(a)  of  Regulation  S-K,  were  t^en 
directly  fitmi  ^tion  320.28  of 
Statement  on  Auditing  Standards  No.  1. 
Because  of  the  independent  public 
accountant's  expertise  widi  respect  to 
internal  accounting  control  and  the  fact 
that  internal  accounting  control  is 
integral  to  preparation  of  financial 
statements,  the  Commission  believes 

"Statement  on  Audittog  Standards  Na  8,  AICPA, 
sets  forth  the  independent  accountant's 
responsibilities  when  the  accountant  is  aware  of 
any  material  inconsistencies  or  material 
misstatements  of  fact  in  documents  containing 
audited  financial  statements. 

*'  Statement  on  Auditing  Standards  No.  1,  AICPA, 
Section  15002. 
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that  an  examination  by  an  independent 
public  accountant  of  a  statement  of 
'  management  on  internal  accounting 
control  would  result  in  increased 
reliability  of  such  a  management 
statement. 

1.  Objectives  of  Examination. 

Proposed  Item  7(c)  .specifies  that  the 
examination  be  sufficient  to  enable  the 
independent  public  accountant  to 
express  an  opinion  as  to  (1)  whether  the 
representations  of  management  in 
response  to  proposed  Item  7(a)  are 
consistent  with  the  results  of 
management’s  evaluation  of  the  systems 
of  internal  accounting  control,  and  (2) 
whether  such  management 
representations  are,  in  addition, 
reasonable  with  respect  to  transactions 
and  assets  in  amounts  which  would  be 
material  when  measured  in  relation  to 
the  registrant’s  financial  statements.  The 
proposed  examination  by  an 
independent  public  accountant  of  the 
statement  of  management  on  internal 
accounting  control  would,  therefore, 
require  expansion  of  the  independent 
public  accountant’s  present 
responsibilities  with  respect  to  internal 
accounting  control. 

To  reach  an  opinion,  as  would  be 
required  by  proposed  Item  7(c)(1),  as  to 
whether  the  management 
representations  were  consistent  with  the 
results  of  management’s  evaluation  of 
the  systems  of  internal  accounting 
control,  the  independent  public 
accountant  would  have  to  review 
management’s  procedures  for  reviewing, 
monitoring  and  evaluating  the  systems 
of  internal  accounting  control  and  the 
results  thereof.  The  purposes  of  this 
review  would  be  to  determine  whether 
the  management  representations 
recognized  any  conditions  which 
indicated  that  reasonable  assurances  of 
achievement  of  the  objectives  of  internal 
accounting  control  were  not  provided, 
and  to  determine  that  management’s 
procedures  for  revietving,  monitoring 
and  evaluating  the  systems  of  intend 
accounting  control  were  not  insufficient 
as  a  basis  for  its  representations. 
Although  the  independent  accountant 
would  not  necessarily  be  required  to 
perform  independent  tests  to  reach  the 
opinion  which  would  be  required  under 
proposed  Item  7(c)(1).  that  opinion 
wo^d.  of  course,  also  have  to  reflect 
any  other  knowledge  which  die 
accountant  may  have  as  a  result  of  an 
examination  of  the  financial  statements, 
as  a  result  of  the  more  extensive 
examination  procedures  which  would  be 
required  under  proposed  Item  7(c)(2),  or 
through  other  means. 

'The  independent  public  accountant’s 
responsibilities  under  proposed  Item 


7(c)(2)  would  be  more  extensive.  To 
reach  the  reasonableness  opinion  which 
would  be  required  under  proposed  Item 
7(c)(2)  the  independent  accountant 
would,  in  effect  have  to  reach 
independent  conclusions  as  to  whether 
the  systems  of  internal  accounting . 
control  provided  reasonable  assurances 
that  transactions  were  recorded  as 
necessary  to  permit  preparation  of 
annual  and  interim  financial  statements 
in  conformity  with  generally  accepted 
accounting  principles;  that  transactions 
in  amounts  which  would  be  material 
when  measured  in  relation  to  the 
registrant’s  financial  statements  were 
appropriately  authorized;  and  that 
assets  in  amounts  whidi  would  be 
material  when  measured  in  relation  to 
the  registrant’s  financial  statements 
were  appropriately  safeguarded,  and 
there  was  appropriate  accountability  for 
such  assets. 

'The  independent  public  accountant 
would,  therefore,  have  to  independently 
evaluate  and  test  the  underlying  bases 
for  management’s  conclusions  as  to  the 
effectiveness  of  the  design  and 
functioning  of  the  systems  of  internal 
accounting  control  and  as  to  cost-benefit 
considerations,  to  the  extent  that  those 
conclusions  relate  to  reasonable 
assurances  of  achievement  of  the 
objectives  of  internal  accounting  control 
with  respmct  to  transactions  and  assets 
in  amounts  which  would  be  material 
when  measured  in  relation  to  the 
registrant’s  financial  statements. 

It  should  be  onphasized  that  the 
materiality  limitation  contained  in 
proposed  Item  7(c)(2)  would  apply  only 
to  the  objectives  and  scope  of  the 
independent  public  accountant’s 
examination.  The  proposed  materiality 
limitation  reflects  a  cost-benefit 
judgment  by  the  Commission  with 
respect  to  the  appropriate  extent  of  the 
independent  accountant’s  examination 
for  purposes  of  the  proposed  rule.  In 
contrast,  the  management 
representations  wUch  would  be 
required  by  proposed  Item  7(a)  would 
not  be,  and  the  internal  accounting 
control  provisions  of  the  FCPA  are  not 
so  limited.  Rather  each  extends  to 
reasonable  assurances  that  the  broad 
objectives  of  internal  accounting  control 
were  achieved,  without  regard  to 
materiality  of  amounts. 

2.  Examination  and  Reporting 
Standards.  The  Commission  recognizes 
that  examinations  by  independent 
public  accountants  of  statements  of 
management  on  internal  accounting 
control  will  require  development  of 
appropriate  professional  standards  urith 
respect  to  such  matters  as  examination 
procedures;  procedures  for 


consideration  of  other  knowledge, 
gained  from  the  accountant’s 
examination  of  the  financial  statements 
or  other  means,  which  may  be 
inconsistent  with  management’s 
representations;  and  procedures  when 
the  accountant  believes  that 
management  does  not  have  a  sufficient 
basis  for  its  representations.  The 
Commission  notes  that  a  task  force  of 
the  AICPA’s  Auditing  Standards  Board 
is  currently  considering  the  general 
issue  of  reporting  to  the  public  on 
internal  accounting  control.  The 
Commission  believes  that  it  is 
appropriate  to  continue  its  past  policy  of 
permitting  the  accounting  profession  to 
determine  the  standards  and  procedures 
underlying  accountants’  reports  as  long 
as  this  policy  is  consistent  with  the 
interests  of  investors,  the  federal 
securities  laws,  and  the  Commission’s 
rules  and  regulations  thereimder. 

Since  the  standards  applicable  to 
reporting  should  be  integrated  with 
those  applicable  to  the  conduct  of  the 
examination,  the  Commission  also 
believes  that  it  is  appropriate  to  allow 
the  accounting  profession  to  take  the 
lead  in  determining  the  standards 
applicable  to  the  specific  form  and 
content  of  an  accountant’s  report  on  an 
examination  of  a  statement  of 
management  on  internal  accounting 
controL 

Accordingly,  the  Commission  urges 
the  AICPA’s  Auditing  Standards  Board 
to  continue  its  study  of  reporting  on 
internal  accounting  control  in  the  light  of 
the  Commission’s  proposed  reqi^ment 
for  an  examination  by  an  independent 
public  accountant  of  a  statement  of 
management  on  internal  accounting 
control,  and  to  be  prepared  to  adopt,  on 
a  timely  basis,  an  authoritative 
pronouncement  which  sets  forth  the 
standards  and  procedures  to  be 
followed  in  cmmection  with  such  an 
examinatioii,  and  the  form  and  content 
of  a  report  thereon.  The  Commission 
intends  to  follow  this  work  closely.  If  it 
appears  diat  sufficient  progress  Js  not 
being  made  toward  development  of 
appropriate  standards  and  procedures, 
the  Commission  will  undertake  to 
develop  such  standards  and  procedures. 

ID.  Other  Issues 

A.  Costs  of  Proposed  Rules  ^ 

The  Commission  is  aware  that  in  most 
cases  an  expansion  of  the  independent 
accountant’s  woiic  with  respect  to 
internal  accounting  control  would  be 
necessitated  by  this  proposal.  While 
such  an  expansion  of  woik  would 
probably  result  in  additional  costs  to 
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registrants,**  the  Commission  believes 
that  such  costs  likely  would  be  in  large 
part  of  an  initial  rather  than  a 
continuing  nature.  In  addition,  the 
Commission  believes  that  in  many 
instances  the  additional  work  of  die 
independent  accountant  with  respect  to 
internal  accounting  control  would  result 
in  reductions  in  costs  of  the  examination 
of  the  financial  statements,  as 
independent  accountants  would  be  able 
to  place  more  reliance  on  internal 
accounting  control.**  The  Commission 
believes  that  the  additional  costs  of  the 
proposed  requirement  that  the  statement 
of  management  on  internal  accounting 
control  be  examined  by  an  independent 
public  accountant  would  be  outweighed 
by  the  increased  reliability  of  the 
statement  of  management  which  would 
result  from  such  examination. 

The  Commission  believes  that  the 
benefits  of  new  requirements  to  present ' 
and  prospective  investors  should 
outweigh  any  additional  costs  involved. 
Since  the  benefits  of  the  proposed 
examination  by  an  independent  public 
accountant  of  the  statement  of 
management  on  internal  accounting 
control  are  not  subject  to  quantification, 
and  the  measurement  of  costs  includes 
many  variables  which  are  highly 
uncertain,  the  weighing  of  costs  and 
benefits  of  such  an  examination  will 
inevitably  require  the  Commission’s 
judgment.  Hie  Commission  specifically 
requests  comments  on  the  costs  and 
benefits  of  the  proposed  requirement  for 
examination  by  an  independent  public 
accountant,  induding  possible 
alternatives  to  the  proposed  scope  of 
such  examination. 

In  particular,  comments  are  requested 
on  the  costs  and  benefits  of  the 
following  alternatives  to  the  proposed 
examination  by  an  independent  public 
accountant: 

'  1.  A  requirement  for  an  examination 
which  would  be  suffident  to  enable  the 
independent  public  accountant  to 
express  an  opinion  as  to  whether  the 
representations  of  management  in 
response  to  proposed  Item  7(a)  are 
reasonable.  In  effect,  this  would  require 
the  independent  public  accountant  to 

**  Aa  to  the  baiic  propotel  for  e  sUtement  of 
management  on  internal  accounting  control  the 
Commission  believes  that  this  proposal  will  not 
establish  requirements  for  maintenance  of  systems 
of  internal  accounting  control  which  exceed  those 
alreaady  required  by  the  PCPA.  Consequently,  the 
costs  of  providing  the  proposed  statement  of 
management  on  internal  accounting  control  should 
not  be  substantial. 

**^*®*^*''®r.  registrants'  selections  of  independent 
accountants  for  examinations  of  statements  of 
management  on  internal  accounting  control  would 
not  be  restricted  to  the  same  independent 
accountants  who  are  engaged  to  examine  the 
hnancial  sUtements. 


reach  independent  conclusions  as  to 
whether  the  systems  of  internal 
accounting  control  provided  reasonable 
assurances  (cost-benefit  judgments  not 
limited  to  material  amounts)  of 
achievement  of  the  broad  objectives  of 
internal  accounting  control. 

2.  No  requirement  for  an  examination 
by  an  independent  public  accountant. 
Rather,  require  registrants  to  state 
whether  or  not  the  statement  of 
management  on  internal  accounting 
control  had  been  examined  by  an 
independent  public  accountant,  and 
require  the  filing  of  the  relate 
accountant's  report  if  an  affirmative 
statement  is  made.  This  would,  of 
course,  also  require  development  of 
professional  standards  for  examinations 
of  statements  of  management  on 
internal  accounting  control.  It  might  also 
necessitate  specific  professional 
standards  for  responsibilities  of  an 
independent  accountant  as  a  result  of 
association  with  such  a  statement  of 
management  which  accompanies 
audited  financial  statements. 

To  the  extent  possible,  commentators 
are  requested  to  supply  empirical  data 
in  support  of  their  comments. 

In  addressing  this  issue, 
commentators  also  are  requested  to 
consider  whether  ce'rtain  registrants 
should  be  exempted  from  the 
requirement  that  the  proposed  statement 
of  management  be  examined  and 
reported  on  by  an  independent  public 
accountant.  Hie  costs  of  such  an 
examination  may  fall  with  the  greatest 
severity  on  smaller  registrants:  however, 
systems  of  internal  accounting  control  of 
smaller  registrants  may  be  generally  less 
sophisticated  and  less  well  documented 
so  that  examination  by  an  independent 
public  accountant  may  be  particularly 
needed. 

As  part  of  its  response  to  issues 
relating  to  the  impact  on  small 
businesses  of  the  disclosure 
requirements  of  the  federal  securities 
laws,  the  Commission  recently 
announced  the  adoption  of  a  simplified 
form.  Form  S-18,  under  the  Securities 
Act.**  Form  S-18  is  available  to  issuers 
not  subject  to  the  Commission’s 
continuing  reporting  requirements  when 
they  register  securities  to  be  sold  for 
cash  not  exceeding  an  aggregate  offering 
amount  of  $5  million.  Comments  are  also 
specifically  requested  on  whether  a 
registrant  filing  on  Form  S-18,  and 
thereby  becoming  subject  to  the 
reporting  provisions  of  section  15(d)  of 
the  Securities  Exchange  Act,  shoidd  be 
exempt  firom  the  requirement  for  an 
examination  by  an  independent  public 

**See  SecuritiM  Act  Release  No.  6049,  April  3, 

1979  (44  FR  21962). 


accountant  with  respect  to  the  statement 
of  management  on  internal  accounting 
control  contained  in  its  initial  annual 
report  on  Form  lO-K.** 

B.  Disclosure  of  Basis  for  Management 
Opinion 

In  addition  to  the  opinion  which 
would  be  required  by  proposed  Item  7(a) 
of  Regulation  S-K  (and,  in  the  initial 
stage,  the  disclosures  relating  to 
imcorrected  “material  weakness’’  which 
would  be  required  by  proposed  Item 
7(b)),  registrants  are  encouraged  to 
include  in  the  statement  of  management 
on  internal  control  whatever 
information  they  believe  would  make 
the  statement  most  useful.  Some  may 
believe  that  disclosure  of  the  basis  for 
the  management  opinion,  including  a 
description  of  the  general  approach 
applied  in  evaluating  internal 
accounting  controls  and  the  extent  to 
which  the  procedures  comprised  by  such 
approach  were  performed  in  the  periods 
encompassed  by  such  opinion,  should  be 
required.  Comments  on  this  issue  are 
specifically  requested. 

C.  Signingof  Management  Statement 

Some  may  believe  that  the  statement 
of  management  should  be  required  to  be 
signed  by  a  certain  representative  or 
representatives  of  management,  such  as 
the  chief  executive  officer  or  the  chief 
financial  oflficer.  Comments  of  this  issue 
are  specifically  requested. 

IV.  Proposed  Effective  Dates 

Hie  Commission  recognized  that  the 
enactment  of  the  FCPA  has  prompted 
many  registrants  to  reevaluate  their 
procedures  for  reviewing,  monitoring 
and  evaluating  their  systems  of  internal 
accounting  control  and  that  issuance  of 
these  rule  proposals  may  provide 
additional  focus  for  such  reevaluation. 
The  Commission  also  recognizes  that,  as 
a  result  of  recently  establishing  sound 
procedures  for  reviewing,  monitoring 
and  evaluating  their  systems  for  internal 
accounting  control,  some  registrants 
may  have  identified  and  corrected 
conditions  which  had  not  provided 
reasonable  assurance  conditions  of 
achievement  of  the  objectives  of  internal 
accounting  control. 

Accordingly,  these  amendments  are 
proposed  to  be  effective  with  respect  to 
reports  for  fiscal  periods  ending  after 
December  15, 1979.  Statements  of 

"SimiUriy,  the  Commiulon  hat  aaiended  lit 
requirementt  to  pennit  Form  S-18  regiitrantt  to 
indude  in  their  initial  filing  on  Form  lO-K,  in  lieu  of 
•imilar  infmmation  called  for  by  Form  lO-K, 
information  concerning  the  regittrant’a  buainett,  the 
remuneration  of  its  offitmrt  and  directort.  and  the 
interest  of  management  and  others  in  certain 
transactiona  which  had  been  provided  in  the 
regUtration  ttatement  on  Form  S-18. 
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management  on  internal  accoimting 
control  would  not  be  required  for 
reports  for  periods  endi^  prior  to 
December  IS.  1979.  In  addition,  by 
proposing  to  adopt  these  amendments  in 
two  stages  as  discussed  herein, 
representations  regarding  the 
effectiveness  of  systems  of  internal 
accounting  control  would  be  required  to 
encompass  only  conditions  existing  as 
of  and  after  the  end  of  die  first  fiscal 
period  for  which  amendments  would  be 
effective. 

Nevertheless,  it  again  should  be 
emphasized  that  the  FCPA  was  effective 
upon  enactment  in  December  1977. 
Registrants  would  be  well  advised  to 
ensure  that  any  weakness  in  internal 
accounting  control  are  identified  and 
corrected  on  the  most  timely  basis. 

V.  Authority  for  and  Request  for 
Comment  on  of  Proposed 
Amendments 

The  Commission  is  not  at  this  time 
proposing  to  require  the  disclosures 
ouUined  in  this  release  in  registration 
statements  filed  pursuant  to  the 
Securities  Act  on  1933.  The  Commission 
recognizes,  however,  that  much  of  the 
ratkmale  which  supports  the  furnishing 
of  this  information  to  investors  in 
Securities  Exchange  Act  filings  may 
apply  Kvith  equal  force  to  Securities  Act 
re^stradon  statements.  The 
Commission  therefore  should  be 
extended  to  filings  under  that  Act  In 
that  connection,  the  Commission  invites 
commentators  to  consider  whether  the 
applicability  of  these  proposals  to 
Seoirides  Act  registration  statements 
would  have  any  impact — ^whether 
favorable  or  unfavorable— mi  the  capital 
formation  process  and  whedier  the 
Commission  should  consider  exempting 
any  category  of  issuers  from  those 
requirements,  should  it  determine  to 
extend  them  to  Securities  Act 
registration  statements. 

The  Commission  also  invites  comment 
concerning  whethm  it  would  be 
appropriate  to  extend  these 
rJquirements  to  Forms  N-1  and  N-2  for 
use  by  open-end  and  closed-end 
management  investment  companies; 
Form  N-lR  for  annual  reports  of 
registered  management  investment 
companies;  Form  N-5R  for  annual 
rep(^  of  small  business  investment 
companies;  and  to  Forms  USA,  USB, 

U5S,  and  U-OB-Z  {Htimulgated  under  the 
Public  Utility  Holding  Cc^any  Act  of 
1935.  %mila^.  commentators  are 
requested  to  consider  whether  these 
disclosure  items  should  be  incorporated 
in  Forms  20  and  204C  for  use  by  certain 
foreign  private  issuers. 


The  Commission  is  proposing  these 
amendments  pursucmt  to  its  general 
rulemaking  authority  contained  in 
Section  23(a)  of  the  Securities  Exchange 
Act  of  1934, 15  U.S.C  78w(a).  That 
provision  empowers  the  Commission  to 
promulgate  “such  rules  and  regulations 
as  may  be  necessary  or  appropriate  to 
implement  the  provisions”  of  die  Act 

The  internal  accounting  control 
requirements  of  the  Foreign  Coimpt 
Practices  Act — ^which  these  amendments 
would,  in  part  implement — appear  in 
Section  13^)(2)(B)  of  the  Securities 
Exchange  Act  15  U.S.C  78m(b)(2).  The 
various  disclosure  forms  and  sdi^ules 
vriiich  these  proposals  would  amend 
have  been  promulgated  pursuant  to 
Sections  12. 13. 14  and  15(d)  of  the  1934 
Act  15  UAC.  78/.  78ni,  78n,  78o. 

Section  23(a)  of  the  Securities 
Exchange  AcA  requires  the  Commission 
to  consider  the  impact  which  any 
proposed  rule  would  have  on 
competition.  While  the  Commission  is 
not  aware  of  any  competitive  impact 
likely  to  result  tem  the  proposals 
described  in  this  release,  commentators 
are  invited  to  address  that  issue. 

VL  Request  for  Comments 

AU  interested  persons  are  invited  to 
submit  their  views  and  cmnments  on  the 
foregoing  In  triplicate  to  Ge<Hge  A. 
Fitzsimmons,  Secretary,  Securities  and 
Exchange  Commission,  Washington, 
D.C  20649  on  ot  before  July  31. 1979. 
Such  communications  should  refer  to 
Hie  S7-779  and  will  be  available  for 
public  inspection. 

Vn.  Text  of  Proposed  Rides 

In  consideration  of  the  foregoing,  it  is 
proposed  to  amend  17  CFR  Copter  n  as 
follows: 

PART  229— STANDARD 
INSTRUCTIONS  FOR  RUNG  FORMS 
UNDER  SECURITIES  ACT  OF  1933 
AND  SECURITIES  EXCHANGE  ACT  OF 
1934-REOULATK)N  S-K. 

1.  By  amending  i  229.20  by  adding 
Item  7  to  read  as  follows: 

1 229.20  Infonnalion  requirod  In 
docwnenL 

*  9  #  •  • 

Item  7.  Statement  of  management  on 
internal  accounting  control,  (a)  State  ' 
management’s  opiniim  as  to  whedier,  as  of 
any  date  after  December  IS,  1079  and  prior  to 
December  10, 1900  for  which  an  andit^ 
balance  sheet  is  required,  and  for  periods 
ending  after  December  IS.  1900  for  whidi 
audited  statements  of  income  are  required, 
the  sjrstems  of  internal  accounting  control  of 
the  registrant  and  its  subsidiaries  provided 
reasonable  assurances  that: 


(1)  Transactions  were  executed  in 
accordance  with  management’s  general  or 
specific  authorization; 

(2)  Transactions  were  recorded  as 
necessary  (i)  to  permit  preparation  of 
tinmne*»\  statements  in  co^onnity  with 
generally  accepted  accounting  prindples  (or 
other  applicable  criteria),  and  (ii)  to  maintain 
accountability  for  assets 

(3)  Access  to  assets  was  permitted  only  in 
accordance  with  management’s  general  or 
specific  authorization:  and 

(4)  The  recorded  accoontability  for  assets 
was  compared  witii  the  existing  assets  at 
reaaonatde  intervals  and  appropriate  action 
was  taken  with  respect  to  any  differences. 

(b)  For  statements  of  management  on 
internal  accounting  control  as  of  dates  after 
December  15, 1979  and  prim  to  December  16, 
1900,  describe  any  material  weaknesses  in 
intmnal  accounting  control  which  have  been 
communicated  by  the  independent 
accountants  of  registrant  or  its 
subskUaties  which  have  not  been  cmrected, 
and  state  the  reasons  why  they  have  not  been 
corrected. 

(c)  For  periods  ending  after  December  IS, 
19^  the  statement  of  management  on 
internal  accounting  control  shall  be  examined 
and  reported  on  by  an  independent  public 
accountant  The  examine ti^  shall 
sufficient  to  enaUc  tiie  independent  pnbUc 
accountant  to  express  an  opinion  as  to  (1) 
whether  the  representations  of  management 
in  response  to  paragraidi  (a)  are  consistent 
with  ^  results  of  management’s  evaluation 
of  tile  systems  of  internal  accounting  control: 
and  (2)  whether  such  representations  of 
management  are,  in  addition,  reasoiahle  with 
respect  to  transactimis  and  assets  in  amounts 
which  would  be  material  when  measured  in 
relation  to  the  registrant’s  financial 
statements. 

Inetmctione.  1.  The  statement  of 
management  on  internal  accounting  control 
should  accompany  tiie  financial  statements. 

2.  Hie  independent  public  accountant’s 
report  oi  examination  shall  accompany  or  be 
induded  within  the  accountant’s  report  m 
the  financial  statements. 

PART  240-GENERAL  RULES  AND 
REGULATIONS,  SECURITIES 
EXCHANGE  ACT  OF  1934 

2.  By  amending  f  240.14a-3  by  adding 
a  new  paragraph  (b)(4).  renumbering 
present  paragraplu  (b)(4)  to  (12)  as 
(b)(5)  to  (13).  and  amending  die 
references  to  the  renumbe^ 
paragraphs  as  follows  (changes 
italidzed); 

f240.14a-3  Information  to  be  funtislied  to 
security  hoMere. 

(b)*** 

(4)  The  report  shall  contain  a 
statement  of  managonent  on  internal 
accounting  cimtrol  prepared  in 
accordance  with  the  provisions  of  Item  7 
of  Regualtion  S-K. 
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(5)  Note  1:  Subparagraph  (b)  {11) 
permits  *  *  *. 

(6)  [No  change.] 

(7)  Note:  subparagraph  (b)  {11) 
permits  *  *  *. 

(8)  [No  change.] 

(9)  [No  change.] 

(10)  Note:  Pursuant  to  the  undertaking 
required  by  the  above  paragraph,  [b] 
{10)  *  *  *. 

(11)  Subject  to  the  foregoing 
requirements,  the  report  may  be  in  any 
form  deemed  suitable  by  management 
and  the  information  required  by  * 
subparagraphs  (b)(5)  to  (b)(/5)  *  *  *. 

(12)  Subparagraphs  (b)(5)  tl^ugh 
(b)(/i)  shall  not  apply  *  *  *. 

(13)  [No  change.) 

PART  249— FORMS,  SECURITIES 
EXCHANGE  ACT  OF  1934 

3.  By  amending  S  249.310  by 
renumbering  Items  13-15  of  Part  n  as 
Items  14-16  and  by  adding  a  new  Item 
13  to  Part  I  to  read  as  follows: 

S  246.310  Form  10-K,  annual  report 
pursuant  to  section  13  or  15d  of  the 
SacurWas  Exchange  Act  of  1934. 

•  «  *  *  * 

Item  13.  Statement  of  Management  on 
Internal  Accounting  Control.  A  statement  of 
management  on  internal  accounting  control 
shall  be  furnished  in  accordance  with  the 
provisions  of  item  7  of  Regulation  S-4C. 

•  •  *  •  * 

By  the  Commission. 

SUricyS-HoBi*. 

Attitlanl  Secretary. 

April  30, 1979. 
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